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OPINION

This appedl is made pursuant to section 19045" of the Revenue and Taxation Code
from the action of the Franchise Tax Board on the protest of Cullinet Software, Inc., against proposed
assessments of additiona franchise tax in the amounts of $22,799, $74,630, and $81,346 for the
income years ended April 30, 1981, April 30, 1982 and April 30, 1983, respectively, and on the
protest of Mentel, Inc., against a proposed assessment of additional franchise tax in the amount of
$13,123 for the income year ended April 30, 1983.

The principd issues involved in this gpoped are whether interest income earned on funds

¥ Unless otherwise specified, all section references hereinafter in the text of this opinion are to sections of the
Revenue and Taxation Code asin effect for the income yearsin issue.
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rased in stock offeringsis business or nonbusiness income, and whether the statute of limitations for
claming refunds expired for Mentel, Inc., awholly owned subsidiary of Cullinet Software, Inc., for the
income years ended April 30, 1981, and April 30, 1982. Appedlant Cullingt Software, Inc. (Cullingt),
aso origindly objected to its being classfied as a unitary business with two of its subsdiaries, Cullinane
Investment Corp. and Cullinane Securities Corp. (hereinafter referred to as CIC and CSC,
respectively), but has made no red effort to show that respondent’s determination in this respect was
wrong. Accordingly, we must assume, for purposes of this apped, that Cullinet was engaged in asingle
unitary businesswith CIC and CSC.

Cullinet is a Massachusetts corporation. Appellant Mentd is a Cdifornia corporation.
("Appdlant" will refer to the parent corporation, Cullinet.) Appelants, dong with other subsdiaries of
Cullinet, are involved in the business of designing, developing, and marketing "off-the-shelf" computer
programs.

In September of 1980 and December of 1982, Cullinet made stock offerings which
netted $15 million and $29 million, respectively. The purpose of the offerings was to "provide additiond
capitd for the acquisition of companies and products in the systems and gpplications software markets
or in markets complimentary [sic] to the Company's business.” (Resp. Br. at 3, citing the 1982 stock
offering prospectus.) A short time after the offerings, substantidly dl the funds were contributed to
separate subsidiaries, CIC and CSC, which qualified as Massachusetts Securities Corporations. The
offering prospectuses provided that, until the proceeds were utilized for their intended purpose, they
would be invested in United States Government obligations, certificates of deposit, short-term
commercid paper and other liquid investments. Apparently, thisis how the funds were invested for the
yearsin question. The record is slent as to whether any purchases of new businesses or products were
investigated or completed during the appedl years, but it does revea intercompany transactions involving
CSC's funds, suggesting that these funds were used as working capital during the appedl period.
Although gppdlants dlege that CIC's funds were not used as working capitd, thereis no proof that that
was 0.

Cullinet and Mentd filed their franchise tax returns on a separate accounting basis.
Respondent audited the returns and determined that appellants and Cullinet's other subsidiaries,
including CIC and CSC, were involved in a unitary business, which required the income to be computed
on acombined basis. In addition, respondent concluded that the interest income earned by CIC and
CSC was business income to be apportioned among al the jurisdictions in which the unitary business
was conducted.

During the course of the audit, Cullinet filed "first" amended returns for the apped years
which dlegedly reflected the combined activities of it and its other subsidiaries. These amended returns
were filed within four years after the filing of appdlants origind returns. When respondent was not
satisfied with the information provided in support of these amended returns, Cullinet gpparently filed
"second" amended returns, which clearly included the income and apportionment factors of Mentdl. For
the income years ended April 30, 1981, and April 30, 1982, these second amended returns were filed
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more than four years after the filing of the origind returns, dthough for the year ended April 30, 1983,
the returns were filed within four years after the filing of the origind returns. Apparently, these amended
returns clamed refunds for Mentel, athough the basis for the refunds has not been articulated in the
record.

The firgt issue is whether the interest income earned by CIC and CSC from the short-
term investment of the stock offering proceeds is business or nonbusiness income. Section 25120,
subdivison (8), defines busnessincome as.

income arising from transactions and activity in the regular course of the
taxpayer's trade or business and includes income from tangible and
intangible property if the acquisition, management, and dispostion of the
property congtitute integral parts of the taxpayer's regular trade or
business operations.

Nonbusinessincome is defined smply as al income other than businessincome. (Rev. & Tax. Code, §
25120, subd. (d).)

Section 25120 provides two dternative tests to determine whether income congtitutes
busnessincome. Thefirg isthe "transactiond” test. Under thistest, the rdevant inquiry is whether the
transaction or activity which gave rise to the income arose in the regular course of the taxpayer's trade
or business. Under the second or "functiona” test, income from property is considered businessincome
if the acquigition, management, and dispogition of the property were "integra parts' of the taxpayer's
regular trade or business operations, regardless of whether the income was derived from an occasiond
or extraordinary transaction. (Appea of DPF Incorporated, Cal. St. Bd. of Equal., Oct. 28, 1980;
Apped of Fairchild Indudtries, Inc., Ca. St. Bd. of Equdl., Aug. 1, 1980; cf. Allied-Sgnd, Inc. v.
Director, Divison of Taxation, 504 U.S. _, _ [119 L.Ed.2d 533, 552] (1992) (the investment must
"serve an operationd rather than an investment function.”) If elther of these two testsis met, the income
will condtitute businessincome. (Appeal of DPF Incorporated, supra) Respondent's determination as
to the character of income to a business under ether test is presumed correct, and the taxpayer hasthe
burden of proving error in that determination. (Apped of Johns-Manville Sdes Corporation, Cal. St.
Bd. of Equal., Aug. 17, 1983.) In addition, respondent's regulations provide that "income of the
taxpayer is business income unless clearly classfiagble as"nonbusnessincome.” (Ca. Code Regs.,
tit. 18, § 25120, subd. (8).)

Appelants contend, especidly with respect to CIC, that the proceeds of the stock
offerings were not used in their unitary business, but were segregated in separate subsidiaries, which
invested those funds "until such time as our management determined a viable business opportunity in
which to utilize them." As support for its postion that funds so held give rise to nonbusiness income,
gppellant cites respondent’s regulation 25120, subdivision (c)(3), example (F), which provides that the
income earned on the proceeds received from the sdle of asubsidiary and held in an interest-bearing
account "pending a decision by management as to how the funds are to be utilized" generates
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nonbusinessincome. Appelants say that thisis essentidly what they did.

In essence, appellants appear to argue that, even though these funds were invested in
highly liquid financia instruments which were part of the pool of capital which Cullinet kept available at
al times for immediate use in the business, the income from these funds must be dlassified as
nonbusiness income because CIC and CSC decided how to invest the funds, and because it was not a
certainty that gppellants would decide to use the funds in the unitary business. Respondent, on the other
hand, contends that investing in liquid assets and holding them ready for use in the unitary business gives
rise to business income, especidly where, asin this case, the funds are earmarked for the acquisition of
companies and products smilar or complementary to the taxpayer's unitary business. It appears that
respondent's view is that such assets do not generate nonbus ness income unless the taxpayer's
management somehow segregated them in away which clearly establishes that they were not being held
for use in the unitary business. We think respondent is correct.

Appdlant's podition conflicts with respondent’s regulations and is not supported by the
relevant decisons.  In substance, appdllants argument is that these funds generate nonbusiness income
unless there was a specific intent to use the funds in appellants regular business. If that is so, it would
amount amost to a presumption in favor of nonbusiness income, &t least in cases where there is some
doubt regarding the nature of the asset's relationship to the unitary business. That, however, would be
completely contrary to respondent's regulations, which clearly establish a presumption in favor of
businessincome. (Cd. Code Regs,, tit. 18, reg. 25120, subd. (a).)

The United States Supreme Court's opinion in Allied-Signd clearly indicates that
income from stock investments condtituting interim uses of idle funds accumulated for the future
operation of a nondomiciliary taxpayer's busness is conditutionaly apportionable. (Allied-Signdl v.
Director, Divison of Taxation, supra, 504 U.S. at _ [119 L.Ed.2d at 552].) The court also reiterated
the heavy burden of proof that must be borne by ataxpayer chdlenging a sate tax, namely, that of
showing by "clear and cogent evidence' that the Sate is seeking to tax extraterritorial values. (Allied-
Sgnd v. Director, Divison of Taxation, supra, 504 U.S. at _ [119 L.Ed.2d at 549].) In the context of
date taxation of income from short-term investments of idle funds, we have greet difficulty perceiving
how ataxpayer could satisfy this burden of proof when it admits, as gppd lant does here, that a mgjor
reason for having the funds was to meet the future capital needs of its business.

Fndly, we bdieve that appelant's reliance on example (F) of regulation 25120,
subdivison (c)(3), ismisplaced. The example provides that the taxpayer sdllsasubsdiary for
$20,000,000 and places the proceeds in an interest-bearing account pending a decision by management
on use of the funds. In our opinion, the example describes a Stuation in which the funds have clearly
been set asde in an account digtinct from the taxpayer's norma pool of working capitd. It seemsto us
that one may assume, from the statement that management has not yet decided how to use the money,
that the funds have not yet been made available as part of the working capital of the business. In
gppellant's case, there is no proof that the funds were set aside from appellants working capitd, and it is
admitted that they were available for use in appdlant's regular business operations, if and when needed.
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We conclude that idle fundsinvested in liquid financid instruments are part of a unitary
businesss working capita pool, and thus generate business income (Apped of R. H. Macy & Co., Inc.,
88-SBE-020, July 26, 1988), unless management segregates or earmarks the fundsin such away asto
clearly establish that they were not being held readily available for use in the taxpayer's regular trade or
business operations. (Cf. Apped of Inco Express, Inc., 87-SBE-016, March 3, 1987.) In the present
apped, it is clear not only that there was no such segregation or earmarking but aso that the proceeds
from gppdllant's stock offerings were, in fact, a al times held readily available for any usein its unitary
business which might have arisen during the gpped years. Theincome earned on these investments,
therefore, congtituted businessincome.

The second issue is whether Mentel timdly filed refund dams for the income years
ended April 30, 1981, and April 30, 1982. The generd ruleisthat arefund clam must be filed within
four years after thefiling of the origina return, or one year after the date of the overpayment. (Rev. &
Tax. Code,

§19306.) Appdlants have failed to show that Mentdl's gpportioned part of the unitary businesss
income was previoudy reported by gppellant prior to the "second” amended return. Therefore, based
on the evidence presented to this board, appellants have not demonstrated that respondent misapplied
the generd ruleto Mentdl.

Due to concessions by the parties, the proposed assessments at issue herein must be
modified. In generd, appelants income and ligbilities are as shown on Exhibits 11, I11, and 1V of
respondent’s brief, subject to any further modification that may be necessary because of appelants
concession regarding $69,426 of business interest income for the income year ended April 30, 1983.

ORDER

Pursuant to the views expressed in the opinion of the board on file in this proceeding,
and good cause appearing therefor,

IT ISHEREBY ORDERED, ADJUDGED, AND DECREED, pursuant to section
19047 of the Revenue and Taxation Code, that the action of the Franchise Tax Board on the protest of
Cullingt Software, Inc., againgt proposed assessments of additiond franchise tax in the amounts of
$22,799, $74,630 and $81,346 for the income years ended April 30, 1981, April 30, 1982 and
April 30, 1983, respectively, and on the protest of Mentel, Inc., against a proposed assessment of
additiona franchise tax in the amount of $13,123 for the income year ended April 30, 1983, be and the
same is hereby modified in accordance with our opinion herein. In dl other respects, the action of the
Franchise Tax Board is sustained.

Done a Sacramento, Cdifornia, this 4th day of May, 1995, by the State Board of
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Equdization, with Board Members Mr. Klehs, Mr. Dronenburg, Mr. Andd, Mr. Sherman and Mr.
Halverson present.

Johan Klehs , Chairman

Ernest J. Dronenburg, Jr. , Member

Dean F. Anda , Member
Brad J. Sherman , Member
Rex Haverson* , Member

*For Kathleen Connéll, per Government Code section 7.9.



